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Introduction

Introduction

ince Governor Schwarzenegger took office in November
of 2003, California has made significant strides in
both economic recovery and fiscal stability. Key economic
indicators demonstrate this progress, specifically:

o California employers have added more than
440,000 jobs.

o The state's unemployment rate has fallen from
6.7 percent to the low 5-percent range—rates not seen
since before the September 11, 2001, terrorist attacks.

o The number of unemployed persons has fallen below
1,000,000 for the first time in nearly four years.

o Total personal income is growing at more than a
6-percent annual rate today, compared to a 4.5-percent
annual rate in November 2003.

By implementing reforms in workers’ compensation,
providing more than $4 billion in annual tax relief to vehicle
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owners, curbing frivolous litigation, and holding the line on

tax increases, the Administration has helped to improve
California’s business climate and stimulate the private
economy. This is evidenced by the strong growth in corporate
profits tax receipts and substantial capital gains and stock
options performance.

The state has also made great strides in improving the state's
fiscal condition. Just prior to taking office, an independent
assessment of state government finances projected that
without changes in the state’'s economic, revenue, or spending
patterns, the state’s operating deficit for the fiscal year
beginning July 2006 would be more than $16.5 billion. Under
the 2006-07 Governor’s Budget proposal, the estimated
operating deficit in 2006-07 is approximately $6.4 billion—
marking $10 billion of progress in just over two years. After
adjusting for prepayments or repayments of prior obligations,
the 2006-07 operating deficit is approximately $4.7 billion or
nearly $12 billion of improvement.

The Work that Remains

While the progress in reducing the operating deficit is
significant, the fact that a $6.4 billion operating deficit remains
means there is further work to be done. California must
continue to take steps to narrow the difference between
ongoing spending and revenues.

The 2005-06 Budget that the Governor signed last July made
significant progress in narrowing that deficit, by:

o Spending one-time revenues on one-time state programs.
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o Using a portion of those one-time revenues to make a
$1.2 billion payment owed to local governments one year
earlier than required by law—which reduced the 2006-07
operating deficit by a like amount.

. Not using any of the remaining $3.7 billion of the
Economic Recovery Bonds.

The Governor’'s 2006-07 proposed Budget builds upon these
efforts and makes further progress in closing the operating
deficit and restoring the state’s fiscal condition, by:

o Continuing to hold the line against tax increases.

o Not using the remaining $3.7 billion in Economic
Recovery Bonds.

. Depositing the full amount of $920 million into the
Budget Stabilization Account approved by voters in
2004 under Proposition 58. Half of this amount—
$460 million—is dedicated to early retirement of the
Economic Recovery Bonds approved by voters under
Proposition 57.

. Making further progress on paying down the state's
out-year debt by using $920 million of one-time revenues
to pay down past loans from Proposition 42 earlier than
required by law.

. Repaying $149 million in prior loans from 12 separate
special funds.

Investment in Infrastructure

As California continues to make progress in addressing its
structural deficit, it can—and must—also begin to address
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another critical need—renewing investment in the state’s
system of infrastructure. There are demonstrated needs in
areas such as roads and highways, schools and colleges, public
safety, and water supply and levee systems. With the state's
population projected to increase by an average of 450,000 per
year over the next 20 years, California’s infrastructure

system currently is inadequate to support future generations.
The choices that California makes on infrastructure will have

a direct effect on the state’s economic health, public safety,
and quality of life.

The Governor is proposing a comprehensive rebuilding of the
state’s infrastructure system, combining a broad-based mix of
investments in infrastructure programs with a diverse source
of funds to finance this proposal. A more detailed description
of the proposal can be found in the "Strategic Growth Plan:
Building California for Future Generations” section of the
Governor's Budget Summary.

Governor’s Budget Priorities

While continuing to take steps to reduce the operating deficit,
this proposed Budget provides funds for the following high
priorities, which are described in greater detail throughout the
Governor’'s Budget Summary. They include:

o Building on last year's $3 billion increase in education
spending under Proposition 98 with an additional
Proposition 98 increase of $4 billion, reflecting the
Governor's priorities of fully funding enroliment growth
and inflation in K-12 schools, professional technical
education, community college support, and new
funding for music, art, and physical education programs
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in K-12 schools. The $4 billion increase includes

$1.7 billion to offset the amount in excess of $2 billion
that was suspended in 2004-05. When combined

with the additional $428 million for Proposition 49

and the $265 million current year over-appropriation,
the maintenance factor obligation at the end of 2006-07
is projected to be $1.33 billion.

Providing the first year of additional funding for
after-school programs under Proposition 49, making
California the first state in the country to offer
after-school programs to elementary, middle and junior
high schools statewide.

Providing sufficient funding to prevent any student fee
increase at the University of California, Hastings School
of Law, and the California State University. In addition,
the budget reflects no fee increases at California
Community Colleges, and increases Cal Grant resources
for students attending private institutions.

Fully funding the second year of the Governor's Compact
with Higher Education.

Fully funding Proposition 42, and making early repayment
on a prior-year loan from Proposition 42, a total of more
than $2 billion for improvements to California roads,
bridges, and highways.

Expanding resources to enroll more uninsured
children in the Healthy Families and Medi-Cal health

insurance programs.

Providing $20 million in public safety initiatives to combat
gang violence, methamphetamine production, sexual
assault, and financial and identity crimes.
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o Establishing a Statewide Emergency Preparedness
Initiative to enhance the state's ability to respond rapidly

to a natural or man-made disaster.

. Addressing climate change, air pollution, and other

environmental priorities.
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Overview of

General Fund
Revenues and
Expenditures

he Budget anticipates that General Fund revenues will

increase by 4.4 percent in 2006-07 compared to the
revised 2005-06, and General Fund expenditures are proposed
to increase by 8.4 percent compared to the revised 2005-06.
The budget gap between the anticipated revenues and
proposed expenditures is addressed by the estimated ending
2005-06 fund balance of $7 billion.

Figure GRE-01 compares General Fund revenues

and expenditures in 2006-07 to the revised 2005-06.

The General Fund expenditure changes are highlighted
below. For information regarding changes since the 2005
Budget Act, please view specific departmental information in
the Governor’s Budget.
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Figure GRE-01
General Fund Revenues and Expenditures

2005-06 Revised vs. 2006-07 Proposed

(Dollars in Millions)

Revised Proposed Dollar Percent
REVENUES 2005-06 2006-07 Change Change
Revenues and Transfers $87,691.4 $91,544.9 $3,853.5 44
EXPENDITURES
NON-PROPOSITION 98:
Executive $928.1 $918.5 -$9.6 -1.0
Legislature 313.8 3236 9.8 31
Judicial 1,905.5 2,1403 2348 123
State and Consumer Services 577.7 539.8 -37.9 6.6
Business, Transportation, and Housing 1,714.2 2,718.6 1,004.4 58.6
Resources/Environmental Protection 1,466.2 1,601.2 135.0 9.2
Health and Human Services 27,236.8 28,449.5 12127 45
Corrections and Rehabilitation 7,612.2 8,038.4 426.2 5.6
Non-Proposition 98 Education 9,516.9 10,413.1 896.2 94
Labor and Workforce Development 89.0 922 3.2 3.6
General Government 2,622.4 22111 -411.3 -15.7
Total -- Non-Proposition 98 $53,982.8 $57,446.3 $3,463.5 6.4
PROPOSITION 98 $36,310.9 $40,455.5 $4,144.6 114

TOTAL -- ALL EXPENDITURES $90,293.7 $97,901.8 $7,608.1 8.4
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Executive

Expenditures are proposed to decrease by $9.6 million,
or 1 percent. The most notable adjustments contributing to
the net decrease are as follows:

. An increase of $42.6 million for various Department
of Justice programs, including $13.8 million for Gang
Suppression Enforcement Teams, the California
Methamphetamine Strategy Program, and the Special
Crimes Unit.

. An increase of $6 million for grants to local agencies for
Sexual Assault Felony Enforcement teams.

. An increase of $20.1 million to fund the State Controller's
Office Human Resources Management System.

o A reduction of $17.4 million to reflect updated disaster
assistance payments.

. The removal of $12.9 million of one-time funding for the
replacement of windows in the Board of Equalization
headquarters building.

o The removal of $54 million of one-time funding for the
statewide special election.

Legislature

Expenditures are proposed to increase by $9.8 million,
or 3.1 percent, primarily due to an adjustment based on the
growth in the State Appropriations Limit.
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Judicial

Expenditures are proposed to increase by $234.8 million,
or 12.3 percent. This increase is primarily attributable to:

o Application of the State Appropriations Limit growth
factor to the budget of the Judicial Branch, at a cost of
$123 million.

. Restoration of one-time reductions totaling $57.5 million.
. An augmentation of $18.7 million for trial court security.

o An augmentation of $15.6 million for information
technology services.

. An augmentation of $5.5 million for new judgeships.

State and Consumer Services

Expenditures are proposed to decrease by $37.9 million,
or 6.6 percent. The major adjustments contributing to this
decrease are as follows:

o An increase of $1.5 million for the Department of Fair
Employment and Housing to automate its appointment
scheduling system, reduce employment discrimination
investigator caseload, and print mandated publications.

o A net reduction of $23.1 million for the Department of
General Services attributable to the removal of one-time
support and capital outlay expenditures for 2005-06.

o A reduction of $10.2 million for the Franchise Tax Board
due to changes in the project implementation timeline for
the California Child Support Automation System Project.

GOVERNOR’'S Budget Highlights 2006-07
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Though the implementation timeline has changed,
the overall costs have not.

. A reduction of $6.3 million for the Franchise Tax
Board to reflect the removal of one-time expenditures
for 2005-06.

Business, Transportation,
and Housing

Expenditures are proposed to increase by $1 billion,
or 58.6 percent. This increase is due to the following
significant adjustments:

o Proposition 42 transfer from the General Fund is fully
funded in 2006-07 at $1.4 billion. This is an increase of
$61 million over the current year amount of $1.34 billion.

. Advance payment of Proposition 42 loan due in 2007-08
(including interest) of $920 million. Approximately
$430 million (including interest) remains to be paid
in 2007-08.

U Debt service for housing projects and seismic work on
bridges has increased by $17.6 million.

Resources and
Environmental Protection

Expenditures are proposed to increase by $135 million,
or 9.2 percent. This increase results from several expenditure
changes, the most significant of which are as follows:

"
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Employee compensation costs for the Department of
Forestry and Fire Protection will increase by $37 million.

Funding of $35 million to the Department of Water
Resources to implement a Central Valley flood
management plan.

Legislation enacted in 1998 appropriated $235 million

to line the All American Canal and fund other projects

to reduce California's dependence on water from the
Colorado River. Of this amount, $84 million will be
expended in 2006-07 to line the canal, which represents
an increase of $25 million.

Debt service for Resources land acquisitions and capital
improvement projects approved in prior years has
increased by $51 million.

Augmentations to the Department of Fish and Game
budget totaling $14 million to provide funding related
to enacted legislation, continue salmon and steelhead
habitat restoration grants, and prevent program
reductions due to a shortfall in the Fish and Game
Preservation Fund.

A decrease of $36 million due to removal of
one-time costs associated with the Paterno flood
damage settlement.

Health and Human Services

Expenditures are proposed to increase by $1.2 billion,
or 4.5 percent. This net increase includes the following
major adjustments:

GOVERNOR’'S Budget Highlights 2006-07
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. An increase of $47.3 million to bolster state and local
capacity to prevent and respond to disease outbreaks and
natural or intentional disasters.

. An increase of $34.2 million to promote and maximize
enrollment in Medi-Cal and the Healthy Families Program,
improve the retention of children already enrolled,
and support county-based efforts to enroll eligible
children in existing public programs.

. Caseload and other workload increases totaling
$1.3 billion.

o CalWORKSs reductions of $198.9 million to maintain
expenditures at the federally required level of state
funding. These reductions include $114.6 million from
recovering child care funding associated with welfare
reform and $30 million from delaying payment of the Pay
for Performance incentives.

. Savings of $48.1 million in 2006-07 and over $185 million
in 2007-08 by continuing to suspend the pass-through of
the January 2007 federal Supplementary Security Income
cost-of-living adjustment until July 2008.

Corrections and Rehabilitation

Expenditures are proposed to increase by $426.2 million,

or 5.6 percent. This increase consists primarily of population
and other workload increases totaling $335.3 million,

or 4.4 percent, as well as $44.3 million in policy adjustments,
$78.9 million in increased capital outlay, and a decrease

in general obligation bond payments of $24.8 million.

The following major changes are included in this increase:

13
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o An increase of $22.8 million to implement a
comprehensive approach to inmate and parolee
programming through evidence-based programs that
improve public safety and reduce victimization by
reducing recidivism and preparing inmates to transition
back into the community. Funding is included for
inmate education programs, community partnerships,
parolee services, institutions rehabilitative and treatment
programs, and research and support services.

o An increase of $23.3 million in population adjustments for
adult inmates, juvenile offenders, and conducting parole
hearings, including expansion of the cadet academy and
local assistance to pay for the cost of housing parole
violators in local jails.

. An increase of $71.9 million in costs related to court
mandates in the areas of conditions of confinement
of juvenile offenders (Farrell v. Hickman), provision of
dental services to adult inmates (Perez v. Hickman),
and ensuring due process for parole violators
(Valdivia v. Schwarzenegger).

o An increase of $63.6 million in employee compensation
adjustments, primarily related to Unit 6 contract costs.

o An increase of $174.6 million in non-discretionary
base costs including adjustments in the areas of adult
healthcare services, records processing, security
system repairs, price increases, and lease revenue debt
service adjustments.
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Non-Proposition 98 Education

Expenditures are proposed to increase by $896.2 million,
or 9.4 percent. This increase consists of various baseline
adjustments including the backfill of a one-time current year
cost shift from General Fund to the Student Loan Operating
Fund, enrollment growth and cost increases in higher
education pursuant to the Governor's Compact with the
University of California (UC) and California State University
(CSU), caseload growth in financial aid, and other workload
increases. Additionally, due to refinancing emergency loans
for insolvent school districts in the current year, reductions
in current year loans and repayments exceeding $82 million
increases the year-to-year change in 2006-07. Significant

increases include:

. An increase of $266.3 million for the Higher
Education Compact.

o An increase of $130.8 million to buy-out student fee

increases approved by the CSU and UC governing boards.

o An increase of $58 million for the Student Aid
Commission due to increased CalGrant and other
financial aid program costs, including an increase in the
maximum CalGrant award for students attending private
institutions totaling $11.9 million.

o An increase of $51 million to backfill one-time current
year cost shifts from General Fund to the Student Loan
Operating Fund in the Student Aid Commission budget.

. An increase of $268 million in General Obligation Bond

debt service for the K-12 and Higher Education segments.

15
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Labor and Workforce
Development

Expenditures are proposed to increase by $3.2 million,
or 3.6 percent. The major adjustments contributing to this
increase are as follows:

o An increase of $2.7 million for the Employment
Development Department's (EDD) Automated Collection
Enhancement System (ACES), which will improve the
EDD's ability to track, collect, and audit the payment of
specified employer payroll taxes, including the personal
income tax.

. A reduction of $0.8 million in the EDD related to the
removal of one-time expenditures for 2005-06.

o A net increase of $1.4 million for various baseline
adjustments in the Department of Industrial Relations.

General Government

Expenditures are proposed to decrease by $411.3 million,
or 15.7 percent. The major adjustments contributing to this
decrease are as follows:

J Vehicle License Fee (VLF) Gap Loan Repayment—
The 2005 Budget Act provided $1.2 billion General Fund
in one-time monies to repay the VLF Gap Loan. The Gap
Loan represents monies that local governments did not
receive when the VLF offset program was temporarily
suspended between July and October of 2003. Because
the Gap Loan was repaid in 2005, these monies are not
included in the 2006-07 Governor's Budget.

GOVERNOR’'S Budget Highlights 2006-07



Alternate Retirement Program savings of $91.8 million
are anticipated.

Juvenile Justice Crime Prevention Act (JUCPA)—

The 2005 Budget Act reduced JJCPA funding by

$73.9 million, due to the availability of a like amount

of carryover monies at the local level. The 2006-07
Governor's Budget restores the $73.9 million, because
the carryover monies will be exhausted by the end of the
current fiscal year.

Minimum Wage—The Budget includes $10.3 million to
be allocated in a Control Section pending the enactment
of legislation increasing the state minimum wage by
$0.50 per hour.

Employee Compensation Costs—The Budget includes
funding for existing Memoranda of Understanding
obligations, which result in increased General Fund costs
of $203.3 million.

State-Mandated Programs—The Budget includes
$98.1 million for the first year of the required 15-year
repayment to local government for reimbursable
state-mandated programs for which payments were
deferred in years prior to 2004-05.

Booking Fee Subventions—$40 million is provided to
offset counties’ costs to book suspects into county jails.

Budget Stabilization Account—The Budget includes
$460 million for transfer to the Budget Stabilization
Account for early retirement of the Economic
Recovery Bonds.

Overview of General Fund Revenues and Expenditures
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Proposition 98

General Fund expenditures are proposed to increase by

$4.1 billion, or 11.4 percent. When property taxes are taken
into account, the total Proposition 98 guarantee will increase
by $4.3 billion, or 8.7 percent. This funding level reflects
increases in the Proposition 98 guaranteed funding level
resulting from increases in General Fund revenues, adjusted
for changes in local revenues. The increase also reflects a
proposal to appropriate $1.7 billion in 2006-07 in excess of
the amount that otherwise would have been required by
Proposition 98 for that year.

GOVERNOR’'S Budget Highlights 2006-07
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The Economy

Key Economic Indicators
(Annual Percent Change, Except for New Housing)

Forecast
2005 2006 2007
U.S. Real Gross Domestic Product 3.6 3.2 3.0
California Nonfarm Employment 1.6 1.3 1.3
California Personal Income 6.0 5.8 55
California Consumer Price Index 3.9 3.6 3.0
California New Housing Units 219 197 183

(Thousands of Total Units)

Forecast based on data available as of November 2005.

Both the national and California economies grew at a solid
pace in 2005, overcoming surging energy prices, tighter
monetary policy, rising mortgage rates, and in the case of
the national economy, three hurricanes. Both economies will
likely decelerate in 2006 and 2007, as consumers retrench
and homebuilding slows. The biggest risk to the outlook,
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particularly for the California economy, is a sharp slowdown in

home building.

The Nation

Growth of national economic output slipped a bit in the first

three quarters of 2005, but job growth picked up, and personal

income growth was about unchanged. The national economy

will continue to decelerate in 2006 and 2007, as consumer

spending and residential construction throttle back a bit, but

capital spending continues to be brisk.

National economic output was 3.6 percent above its
year-earlier level in the first three quarters of 2005
(Figure ECO-01). Despite natural disasters, soaring
energy prices, and rising mortgage rates, consumer

5%

4%

3%

2 0/0

10/0

0 0/0

Figure ECO-01
Gross Domestic Product
Annual Percent Change

4.2%

3.6%

1999 2000 2001 2002 2003 2004 2005*

*First three quarters of 2005; Source: Bureau of Economic Analysis,
US Commerce Department
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spending rose a brisk 3.7 percent. Business capital
spending—especially spending on equipment and
software—accelerated slightly in its second year of a
robust rebound. Residential investment posted another
good gain, but not as big as the one in 2004. A pickup

in state and local government and national defense
spending fueled an increase in government spending, but
again, the increase was not as big as the one in 2004.
The nation’s trade deficit continued to worsen, as imports
grew more quickly than exports.

Job creation improved in 2005. Average nonfarm

payroll employment was 1.6 percent higher in the first
11 months of the year than in the corresponding period
in 2004, which in turn, was 1.1 percent higher than in the
first 11 months of 2003. Most of the new jobs in 2005
were in construction; trade, transportation, and utilities;
professional and business services; private educational
and health services; and leisure and hospitality.

The improvement in 2005 was due to better job growth
in trade, transportation, and utilities; financial activities;
professional and business services; private educational
and health services; and government; plus much smaller
job losses in manufacturing.

Rising energy prices pushed up measures of general
inflation in 2005. In the first 11 months of 2005,

the consumer price index (CPI) was 3.4 percent higher
than in the same months of 2004. In 2004 as a whole,
the index rose by 2.7 percent. With energy and food
prices taken out, the index grew by only 2.2 percent in
the first 11 months of 2005 and 1.8 percent in 2004 as a
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whole. Outside of energy, the increase in inflation was
modest in 2005.

In late 2005, real Gross Domestic Product growth was

on track to grow by about 3.6 percent for the year as a
whole. It is expected to slow to 3.2 percent in 2006 and

3 percent in 2007, as consumer spending decelerates
modestly, residential investment declines, and investment
spending grows less quickly in 2007.

Energy prices are expected to increase much more slowly
in 2006 and decline slightly in 2007, and largely because
of that, consumer price inflation, including food and
energy, should fall slightly to 3.2 percent in 2006 and then
t0 2.4 percent in 2007.

The risks to this outlook appear to be mostly on the
downside. The most serious is a sharp cooling of
housing markets resulting in a sizable drop in residential
construction and output of related industries. Something
safely short of that is expected—an 11 percent drop in
housing starts in 2006 and another 3 percent in 2007.

California

The California economy also strengthened in 2005. Broad
economic measures like personal income and taxable sales
made good gains. Exports of made-in-California merchandise
continued to increase, but not as quickly as in 2004.

Residential construction expanded again. But perhaps the most
important development was that job growth resumed in the
San Francisco Bay Area.

GOVERNOR’'S Budget Highlights 2006-07
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Personal income — income received by California
residents from all sources — was up 6.2 percent from
a year earlier in the first three quarters of 2005, slightly
slower than its 6.6-percent growth in 2004 as a whole
(Figure ECO-02). On this broad measure, the state

Figure ECO-02
California Personal Income
Annual Percent Change
12%

10%

8%
6.6%

6.2%

6%

4%
2%

0%
1999 2000 2001 2002 2003 2004 2005*

*First three quarters of 2005; Source: Bureau of Economic
Analysis, US Commerce Department

continues to do better than the nation, where personal
income grew by 6 percent in the first three quarters
of 2005. Statewide taxable sales were up more than

6 percent from their year-ago level in the first half of
2005 — an impressive gain given that they grew by
9.1 percent in the first half of 2004.

Like the nation, California enjoyed better job gains
in 2005. California nonfarm payroll employment
was 1.5 percent higher than a year earlier in the first
11 months of 2005. In the first 11 months of 2004,
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in contrast, nonfarm payroll employment was only

1 percent higher than a year earlier. The improvement
was due primarily to a swing from large job losses to
small job gains in government and manufacturing and
bigger job gains in professional and business services.

In general, job gains were more widely distributed across
major industries in 2005.

In addition, the state's unemployment rate dropped from
an average of 6.3 percent in the first 11 months of 2004
to 5.4 percent in the first 11 months of 2005, as the
number of unemployed persons fell below 1,000,000 for
the first time in nearly four years.

Job growth picked up in the San Francisco

Bay Area in 2005. From November 2004 to

November 2005, percentage job growth in the Bay Area
was just shy of that in Southern California.

Made-in-California merchandise exports were 5 percent
higher than a year earlier in the first three quarters
of 2005.

Construction was up in the first ten months of 2005.
Housing permit issuances (number of units) rose by
2.1 percent from the first ten months of 2004.
Single-family permits were up about 5 percent, while
multi-family permits were down about 6 percent.
The San Joaquin Valley experienced the biggest
gain, both on a unit basis and a percentage basis.
Statewide, the dollar value of private nonresidential
construction permits rose by 13 percent.

Home sales slowed in California in the first 11 months
of 2005. Sales were down by 5.3 percent from year-ago
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levels in the nine-county San Francisco Bay Area and
flat in Southern California, according to DataQuick
Information Systems. Annual price increases were
smaller than a year ago — in the mid teens in Southern
California and the upper teens in the Bay Area.

The state’s economic fate is closely tied to the

nation’s. Personal income is estimated to have grown
by 6 percent in California in 2005 and is forecasted to
expand by 5.8 percent in 2006 and 5.5 percent in 2007.
This slight slowing reflects slower job growth. Nonfarm
employment growth, which is on track to grow by

1.6 percent in 2005, is projected to grow by 1.3 percent
in both 2006 and 2007. The strongest growth in 2006
is expected in professional and business services,
leisure and hospitality, and private educational and
health services. Construction employment is expected
to fall. The state’'s unemployment rate is forecast to
average 5.1 percent in 2006, down slightly from 2005.
Home building will slow in each of the next three years.

The major risk for the outlook of the California economy
is a sharp slowdown in residential construction.

A disproportionate share of the state’s job gains in the
first half of the 2000s was in construction and related
industries. Construction alone accounted for 35 percent
of the total gain in nonfarm payroll employment in
2004. In the first 11 months of 2005, the share fell to
25 percent — smaller, yet still significant.
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Revenue Estimates

alifornia revenues showed solid growth in 2004 and

even stronger growth in 2005. The outlook for 2006
and 2007 is for continued gains. Revenue expectations have
improved from what was projected at the time the 2005
Budget Act was enacted. Since that time, General Fund
revenues have increased by $5.5 billion for the past and
current years combined, with total 2005-06 revenues and
transfers estimated at $87.7 billion. For 2006-07, revenues are
expected to grow by $4.3 billion, to $92 billion, a 4.9-percent
increase year-over-year.

Major Revenue Sources

Overall, General Fund revenues and transfers represent
79 percent of total revenues. The remaining 21 percent are
special fund revenues dedicated to specific programs.

Personal income tax revenues are projected to be $45.5 billion
in 2005-06 and $48.7 billion in 2006-07. The key factor
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underlying this forecast is strong economic growth in 2004
and 2005 that is expected to continue into 2006 and 2007.
Once again, capital gains and stock options revenues are
above previous estimates. Increases in gains of 59 percent
in 2004 are expected to be followed by 20 percent in 2005
and 5 percent in 2006. The estimates include the effects
of proposals to adopt federal treatment of Health Savings
Accounts ($3 million revenue loss in 2005-06 and $8 million
loss in 2006-07) and to suspend the teacher tax credit an
additional year ($210 million gain in 2006-07).

Sales and use tax revenue is forecast at $27.2 billion in
2005-06 and $28.3 billion in 2006-07. Taxable sales grew

by 8.5 percent in 2004, and are expected to increase by

5.3 percent in 2005 and 4.9 percent in 2006. The 2006-07
estimates include the effects of proposals to extend collection
of use tax on vehicles, vessels, and aircraft brought into the
state within one year of purchase ($35 million) and additional
enforcement activities by the Board of Equalization

($14 million).

Current law specifies that certain state revenues from the
sales tax on gasoline and diesel fuel sales be transferred to the
Public Transportation Account. Chapters 71 and 76, Statutes
of 2005, provide that for 2006-07, the first $200 million of any
revenues that would otherwise be designated as “spillover”
be deposited in the General Fund and the next $125 million

be deposited in the Bay Area Toll Account (BATA). Because
total spillover revenues are estimated to be $318 million,

$118 million is the estimated transfer to BATA.

Corporation tax revenues are expected to total $9.6 billion
in 2005-06 and $10 billion in 2006-07. Taxable profits are
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estimated to increase by 10.8 percent in 2005-06 and

10.4 percent in 2006-07. The resolution of amnesty-related
corporate tax issues is expected to require longer than
previously expected. Although this increases the revenues
booked through 2004-05 by $610 million, it will result in

$920 million of refunds and tax determinations remaining after
the budget year, thus increasing the state’s out-year liability.
For this reason, the Budget includes a one-time Proposition 42
loan repayment of $920 million in 2006-07, thereby effectively
offsetting the future liability.
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Strategic Growth
Plan: Building
California for Future
Generations

he Governor’s comprehensive Strategic Growth Plan is

the first installment of a 20-year investment on a future
that will ensure California’s quality of life and foster continued
economic growth. This plan lays out more than $222 billion in
infrastructure investments, of which $68 billion will be financed
with General Obligation (GO) bonds. (see Figure INF-01).
The Governor proposes that the Legislature approve the entire
ten-year plan as a single package; however, the GO bonds will
be put before the people of California over a series of elections
between 2006 and 2014 (see Figure INF-02).

The Strategic Growth Plan consists of five elements:
Transportation and Air Quality, Education, Flood Control and
Water Supply, Public Safety and Courts and Other Public
Services. More details about each element follow.
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Figure INF-01
Strategic Growth Plan Five and Ten Year Financing
(Dollars in Billions)

First Five Years

General Obilgation Existing New
and Lease Revenue Funding Funding
Total Bonds Sources Sources
Program GO LR
Transportation/Air Quality $42.0 $6.0 - $25.0 $11.0
K-12* 17.5 7.0 - 10.5 -
Higher Education* 54 54 - -
Flood Control and Water Supply 11.0 3.0 - 8.0
Public Safety 8.1 26 04 5.1
Courts & Other Public Service
Infrastructure 2.3 1.2 04 0.7 -
Totals - First Five Years $86.3 $25.2 $0.8 $49.3 $11.0
Second Five Years
General Obilgation Existing New
and Lease Revenue Funding Funding
Total Bonds Sources Sources
Program GO LR
Transportation/Air Quality $65.0 $6.0 - $22.0 $37.0
K-12* 30.7 19.3 - 114 -
Higher Education* 6.3 6.3 - - -
Flood Control and Water Supply 240 6.0 - 13.0 5.0
Public Safety 93 42 - 5.1 -
Courts 1.0 1.0 - - -
Totals - Second Five Years $136.3 $42.8 - $51.5 $42.0
GRAND TOTALS TEN YEARS $222.6 $68.0 - $100.8 $53.0

*K-12 and Higher Education will be combined in the bond proposals.

Figure INF-02
General Obligation Bonds
Election Year Proposals
(Dollars in Billions)

Ten-Year
2006 2008 2010 2012 2014  Totals
Program
Transportation/Air Quality $6.0 $6.0 - - - $12.0
Education* 12.4 42 $7.7 $8.7 $5.0 38.0
Flood Control and Water Supply 3.0 - 6.0 - - 9.0
Public Safety 2.6 - 42 - - 6.8
Courts & Other Public Service
Infrastructure 1.2 - 1.0 - - 2.2
Total $25.2 $10.2 $18.9 $8.7 $5.0 $68.0

*Education Bonds include K-12 and Higher Education.
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Preparing for
Natural and

Intentional Disasters

he Governor's Budget includes $62.3 million

($55.1 million General Fund and $7.2 million other funds)
and 108.3 positions to enhance systemwide emergency
preparedness, mitigation, and response activities. The state
will also leverage available federal funds to increase security.
This commitment will enable the creation of rapid response
medical forces, improvements in disease detection and
pandemic influenza response capabilities, enhanced security
for critical infrastructure (such as mass transit, ports,
and airports), and increased safeguards for California’s food
supply and agricultural industries.

Public Health Response

The Governor's Budget includes new funding of $49 million
($47.3 million General Fund) for Health and Human Services
Agency (HHSA) departments to bolster state and local public
health capacity to prevent and respond to disease outbreaks
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and natural or man-made disasters. The Governor's Budget
also identifies the need for $11.7 million ($11.0 million
General Fund) in the current year to address related

costs. Specifically, the Governor's Budget includes the
following proposals:

Bolstering State and Local
Preparedness for Pandemic
Influenza and Disease Outbreaks

The Governor’s Budget provides $21.8 million for the
Department of Health Services (DHS) to strengthen state

and local pandemic influenza planning efforts, investigate
disease outbreaks, purchase antiviral medications, conduct
and evaluate exercises, expand outreach and education

efforts to employers, schools, state facilities and community
organizations, establish a pandemic influenza hotline,

and expand state and local capacity to respond to a pandemic.
The Governor's Budget also identifies the need for $5.8 million
General Fund in the current year for related costs.

Increasing Preparedness for
Chemical and Radiological
Disasters and Terrorist Attacks

The Governor’s Budget provides funding to address a critical
gap in state and local bioterrorism preparedness. It provides
$4.2 million for DHS to support state and local efforts to plan,
train, respond, and recover from disasters and terrorist attacks
involving chemical or radiological contamination of food, water,

and the environment.
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Expanding Disease Surveillance
and Strengthening California’s
Laboratory Infrastructure

The Governor's Budget includes $5.5 million for DHS to
expand disease surveillance, strengthen the state’s laboratory
infrastructure, and build surge capacity, thereby improving early
detection and response to disease outbreaks. Of this amount,
$1.3 million will expand state and local capacity to conduct
communicable disease surveillance. An additional $4.2 million
will improve California’s laboratory capacity. The Governor’s
Budget also identifies the need for $470,000 General Fund in
the current year for laboratory facility upgrades.

Building Health Care Capacity
to Meet Increased Demand
for Services in Disasters

The Governor's Budget provides one-time funding of

$2.3 million ($1.6 million General Fund) for the Emergency
Medical Services Authority (EMSA) to purchase personal
protective equipment for ambulance personnel. The Budget
allocates $1.8 million in federal funds to establish three
California Medical Assistance Teams, which will be
strategically stationed throughout the state. Lastly, the Budget
and proposed legislation will improve public safety and
facilitate creation of a centralized list of first responders by
consolidating licensure of emergency services personnel at the
state level.

The HHSA will work with DHS and EMSA to conduct an
assessment of California’s current hospital bed capacity and
ability to “surge” in an emergency.
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Supporting Emergency Preparedness

through Public Awareness Efforts

The Governor's Budget proposes $14.3 million for DHS to

conduct an emergency preparedness public information

campaign to encourage individuals, families, and communities

to be better prepared for a disaster and take action to prevent

the spread of disease in the face of a possible pandemic.

The Governor's Budget also identifies the need for $3 million

General Fund in the current year for related costs.

Partnerships for Emergency

Supplies and Services

. The Administration will develop agreements with
private firms to provide basic supplies, rental vehicles,
and delivery services, at fair prices, in the event of a
disaster. Most of these partnerships will not entail any
upfront costs or additional staff.

Preparing for Threats
to California’s Food and
Agricultural Industry

The Governor's Budget includes $7.2 million General Fund and
37 positions to support several California Department of Food
and Agriculture activities, including:

o Personal protection program to design, implement,
and maintain protections for first responders to plant and
animal disease outbreaks.

o Dairy food safety and security shield program that will
assess, review, and evaluate food security measures.
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o Biosecurity and emergency management assessment
program to develop performance standards for
biosecurity measures at animal facilities.

o Rural-urban community outreach and disease surveillance
program to provide education to localities regarding risks
and prevention.

o Expanded laboratory capacity for rapid testing and
technical expertise.

Disaster Response
Scenario Planning

To ensure a quick and effective emergency response,

the Administration will commission a series of studies to
test the effectiveness of state, local, and federal responses
to specific emergency scenarios. These studies will include
evaluations of:

. Supplies, core personnel, and surge personnel available
by site.

o Deployment capabilities of each level of government.
o Key strengths and deficiencies in disaster response.

. Immediate short-term, and long-term

response capabilities.

Studies will offer recommendations for improvement and
provide a playbook outlining the appropriate roles and
responsibilities for state, local, and federal responders.
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In order to begin these studies, the Governor’s Budget
includes $45,000 federal funds in the Office of Homeland
Security (OHS) budget for this purpose.

Office of Homeland
Security Programs

The Governor’s Budget includes several new programs in the
OHS to further enhance California’s security.

California Mass Transportation

Security Grant Program

To improve security for California’s mass transit infrastructure,
the Governor’s Budget proposes to establish the California
Mass Transportation Security Grant Program, which will
provide grants from the Antiterrorism Fund to regional mass
transit agencies throughout the state. For fiscal year 2006-07,
$5 million is available for these grants; in future years,

$1 million will be available.

Science and Technology Unit

The Governor’s Budget proposes $465,000 Federal Trust Fund
and 4.8 positions to establish a Science and Technology Unit
within OHS. This unit will identify technology-based solutions
to provide state and local officials with the resources to protect
the citizens of California from terrorist threats.

Warning Center Staffing

The Governor’s Budget includes an increase of $617,000
General Fund and 8 positions for the California State Warning
Center, Operated by the Office of Emergency Services,

to ensure that the Center has sufficient staff for 24-hour
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coverage and can adequately perform notifications when
emergencies arise.
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K-12 Education—Proposition 98

K-12 Education—
Proposition 98

o ensure that every student has the opportunity to meet

his or her potential, the Governor’s Budget augments
core instructional programs for kindergarten through 12th
grade (K-12) education through an increase of approximately
$4 billion in total revenues to public schools. Total per-pupil
expenditures from all sources are projected to be $10,336 in
2005-06 and $10,996 in 2006-07, including funds provided for
prior year settle-up obligations (see Figure K12-01).

Proposition 98 Guarantee

Total 2004-05 Proposition 98 funding was $47 billion, of which
the General Fund share was $34 billion. Total 2005-06
Proposition 98 funding is now estimated to be $50 billion,
which reflects a 6.3 percent increase over 2004-05.

The General Fund share is $36.3 billion in 2005-06. These
funding levels have been adjusted for changes in attendance
and costs for apportionment programs.
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Figure K12-01
K-12 Education Total Spending Per Pupil

$11,000 $10,996
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2004-05 2005-06 2006-07

Total 2006-07 Proposition 98 funding is proposed at

$54.3 billion, which reflects an 8.7 percent increase over

the revised estimate for 2005-06. This level of funding also
reflects $1.7 billion in Proposition 98 spending above the level
that otherwise would have been required by the Proposition 98
guarantee for 2006-07. The General Fund comprises
approximately 74 percent, or $40.5 billion of total proposed
Proposition 98 funding (see Figure K12-02). These totals
include funding for K-12 and community colleges.

The $54.3 billion Proposition 98 funding level for 2006-07 also
includes a $428 million increase, reflecting implementation

of Proposition 49. Beginning in 2006-07, Proposition 49 will
increase state funding for the After-School Education and
Safety Program to $550 million per year.
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Figure K12-02

Proposition 98 Appropriations
(Dollars in Thousands)

2004-05 2005-06 2006-07
State General Fund $33,994,860 $36,310,868 $40,455,466
Local Revenue 13,020,849 13,675,107 13,862,487
Total $47,015,709 $49,985,975 $54,317,953
Distribution:
Department of $42,122,787 $44,627,177 $48,356,408
Education
California Community 4,792,007 5,242,136 5,848,062
Colleges
State Special 41,509 42,567 43177
Schools
Department of Youth Authority 35,858 45,780 42,589
Department of Developmental Services 10,672 10,217 9,995
Department of Mental Health 8,400 13,400 13,400
American Indian Education Centers 4,476 4,698 4,322
Total $47,015,709 $49,985,975 $54,317,953
Percentage Share of State General Fund
SAL' Revenues and Transfers 42.3% 42.5% 44.8%

" State Appropriations Limit, Article XIIIB

Building a Strong

Education Infrastructure

A strong education infrastructure provides students with

the opportunity to become successful, productive citizens.

The Administration is committed to ensuring that every

student is given the tools to meet his or her potential. To that

end, the Governor’s Budget proposes major investments in

K-12 schools to expand their capacity to provide every student

with a high quality, well-rounded education.
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$2.7 Billion in Discretionary Funding

The Administration understands that many school districts are
wrestling with difficult budget choices. Giving local educators
discretionary funding and then holding them accountable for
results is the key to any educational reform. For these reasons,
the Governor’s Budget prioritizes school district discretionary
funding. Taken together, the cost-of-living adjustment (COLA)
and average daily attendance (ADA) growth adjustments

to revenue limit funding, equalization funding, and deficit
reduction funding total more than $2.7 billion. This major
investment in education will provide local school boards,
teachers, parents, and communities with an historic
opportunity to make smart choices in allocating these funds
to improve local educational programs and spur additional
progress in student academic achievement.

Equalization

The Governor’s Budget includes $200 million for school
district revenue limit equalization to address the disparity in
base general-purpose funding levels across school districts.
These funding disparities are rooted in historical changes to
property tax law and result in less funding being provided
to some districts than is provided to other, equally situated
school districts. Correcting this situation has been a priority
for the Administration, which provided $109.9 million for
equalization in the 2004-05 Budget. The $200 million
proposed for 2006-07 will erase approximately one-half of the
remaining disparity.

Deficit Reduction

The Governor’s Budget includes $205 million for school
district and county offices of education revenue limit deficit
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reduction funding. This funding compensates these local
education agencies for reduced COLAs provided in prior years.
This funding will address nearly two-thirds of the current
revenue limit deficit.

Recruiting and Retaining Highly
Quallified Teachers and Principals

Research shows that teacher quality and experience are critical
elements in raising student achievement. Meeting the need
for highly qualified teachers is complicated by the fact that
public schools in California will need 100,000 new teachers in
the next five years. The shortage of highly qualified teachers
is most serious in the fields of math, science, and special
education. This shortage is particularly acute in the state’s
lowest performing schools.

The state’s shortage of qualified principals is equally as
pressing. Effective school site leadership is critical to creating
an educational environment conducive to student learning and
positive employee morale. In recent years, as expectations
have risen for principals to provide curricular leadership

and engage in budget decisions, school districts have had
increasing difficulty in recruiting, training, and retaining
qualified principals.

To address the need for school districts to recruit and retain
highly qualified teachers and principals, the Administration
proposes investments to attract new teachers and principals to
the profession and improve the work environment in our most
challenging schools.
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School Enrichment Block Grant

The Administration proposes giving school districts more
flexibility to address teacher and principal staffing needs by
establishing the School Enrichment Block Grant. Specifically,
the Governor's Budget proposes that $100 million be made
available to school districts, based on the number of pupils in
the schools whose Academic Performance Index has placed
them in the bottom three deciles, to support local strategies

to recruit and retain teachers and principals, focused on
hard-to-staff subjects and low-performing schools.
Expanding the Beginning Teacher

Support and Assessment System

The Beginning Teacher Support and Assessment System
(BTSA) provides an effective induction into the teaching
profession for first-year and second-year teachers through
professional development, counseling, and mentoring.

The BTSA is nationally recognized as an effective retention and
support tool, and studies show that beginning teachers who
participate in BTSA are 30 percent more likely to stay in the
profession beyond five years compared to the national average.

Recognizing the value of targeted support and mentoring for
new teachers, the Governor's Budget proposes $65 million
to support a required third year of induction for beginning
teachers in deciles 1-3 schools and, at district discretion,

a voluntary year for experienced teachers who are new to
deciles 1-3 school sites. BTSA providers would expand
program components to focus on issues such as classroom
management, parental involvement, and assessment analysis
to shape differentiated instructional strategies for students.
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Governor’s Science and Math Teacher Initiative

The 2005-06 Budget included the Governor’s Science and
Math Teacher Initiative to increase the number of science

and math teachers trained at the University of California (UC)
and the California State University (CSU) systems. The UC
system will quadruple its annual production of credentialed
math and science teachers and CSU will double its production
by 2010. The Governor’'s Budget proposes the final increment
of funding in the amount of $1.5 million to extend the program
to all relevant campuses in both systems.

Art and Music Grants

In recent years, many California school districts have reduced
course offerings in art and music. Educators indicate that
this trend has been driven by local budget decisions as

well as an increased focus on student achievement in core
curricular areas. This trend ignores research that indicates
that exposing students to art and music, especially at a young
age, has beneficial effects on cognitive development and
educational outcomes.

To reverse this trend and expand diverse educational
opportunities for students, the Governor’s Budget proposes
$100 million to create a new Art and Music Block Grant

to support standards-aligned art and music instruction in
kindergarten and grades one through eight. These grants
will be distributed to school districts and county offices of
education and will be available for uses that include hiring
additional staff; purchasing materials, books, supplies,

and equipment; and staff development.
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Physical Education Grants

With the rising incidence of obesity and all its negative
effects, the Administration has targeted resources and

efforts on ensuring that students are offered proper nutrition
in school settings. To combat obesity, it is important that
proper nutrition be coupled with physical activity. While
school districts are required to provide a specified number of
instructional minutes in physical education (PE), some schools
struggle to meet these requirements and have limited
resources to implement a comprehensive, standards-based
quality instructional program.

To address this negative trend, the Governor’s Budget
proposes $85 million to provide resources to support PE
instruction, improve student health, and expand curricular
opportunities for students. The proposal includes $60 million
to establish a new Physical Education Grant Program to
support standards-aligned PE instruction in elementary and
middle schools. The proposal also includes $25 million for
incentive grants to school districts to hire more credentialed PE
teachers in elementary and middle schools.

Digital Classroom Grants

Advances in information technology have revolutionized

the way businesses operate and students learn; however,
more needs to be done to incorporate technology into public
school classrooms. In recent years, an impressive array of
new applications has been developed, including presentation
tools for teachers, research tools for students, instructional
and supplemental materials, student tutorial programs and
diagnostic tools to analyze student achievement data. While
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a number of districts and schools throughout the state have

incorporated such innovations to improve instructional delivery,

California still has much need for improvement in this area.

Continued technological innovations, combined with the
prevalence of affordable hardware and software, make this the
time to expand the use of educational applications in California
classrooms. To encourage this expansion, the Governor's
Budget proposes establishing a Digital Classroom Block Grant.
This $25 million Block Grant will provide participating schools
with $3,000 per classroom to support additional investments
in classroom technology.

Proposed funding for 2006-07 is sufficient to provide grants
to approximately 8,300 classrooms. It is the intention of the
Administration that subsequent budgets will continue the
program until all California classrooms have received the
one-time grants.

Expanding Career Technical
Education Courses

California students deserve access to multiple pathways

to achieve rewarding and productive careers. For this

reason, the Administration remains committed to expanding
opportunities for students to take high-quality career technical
education (CTE) courses.

The 2005 Budget Act included $20 million to expand and
improve CTE courses offered at high schools, regional
occupational centers and programs, and the California
Community Colleges (CCCs). Specifically, these funds were
provided to support what are known as “Tech Prep” or “2+2"
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programs. These programs offer an articulated series of
courses beginning in high schools which continue into the
community colleges, resulting in a degree or certificate
recognized by industry.

The Governor’s Budget proposes a $30 million augmentation,
increasing total funding from last year's $20 million to

$50 million, to expand on last year's CTE course offerings.
These funds will be provided through the CCC budget and be
allocated through a grant process to CCC districts.

Expansion of Supplemental Instruction
for the California High School Exit Exam

The Administration remains committed to rigorous academic
standards for all students in California. The California High
School Exit Exam (CAHSEE) is a cornerstone of the state’s
school accountability system and has succeeded in focusing
our schools on world-class academic standards. California
students have risen to the challenge and made steady progress
in academic achievement.

To support continued progress in meeting the challenges
presented by the CAHSEE, the Governor’s Budget proposes
providing an additional $20 million, for a total of $40 million,

to assist eligible pupils in passing the CAHSEE. This block
grant will support supplemental instruction to pupils who are
required to pass the CAHSEE in 2006 and 2007, and who have
failed, or are at risk of failing, one or both parts of the exam.
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Expanding
After-School Programs

In 2002, California voters approved Proposition 49, significantly
expanding access to before- and after-school programs.
Proposition 49 also established funding priorities and expanded
program activities to include computer training, fine arts,

and physical fitness.

In 2005-06, the state After-School Education and Safety
(ASES) Program was funded at $121.6 million, serving more
than 100,000 children annually. After-school programs provide
tutoring, homework assistance, and educational enrichment to
help students succeed academically and socially. Beginning in
2006-07, Proposition 49 will provide ASES with an increase of
$428 million over current-year funding levels.

State and Federal
Accountability Programs

California’s academic standards are widely recognized

as among the most rigorous in the nation. Aligned with

these standards are California’s assessments of academic
achievement, the Standardized Testing and Reporting Program
tests. These assessments support an accountability system
that is geared toward ensuring that every student has the
opportunity to learn and demonstrate his or her mastery of

California’s world-class curriculum.

Recognizing the importance of this system, the Governor's
Budget provides $400.4 million in Proposition 98 General Fund
and federal funds for school accountability programs.
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Other Major
Budget Adjustments

Cost-of-Living Adjustment Increases

The Governor's Budget proposes a $2.3 billion augmentation to
provide a 5.18 percent statutory COLA adjustment: $1.7 billion
for revenue limits, $70.2 million for child care and development,
$78.4 million for class size reduction, $161.6 million for special
education, and $313.6 million for various categorical programs.

Funding for Average Daily Attendance Growth

The Governor’s Budget proposes a $156 million augmentation
to fully fund statutory ADA growth: $67.4 million for revenue
limit apportionments (general purpose funding for schools),
$14.8 million for child care and development, $4.7 million for
class size reduction, $6.5 million for special education and
$62.6 million for other categorical programs.

As a result of a steady decline in birth rates throughout the
1990s, attendance growth in public schools continues to

be low. For the current year, total K-12 ADA is estimated

to be 6,010,000, which is an increase of 28,000 ADA or

0.47 percent over the 2004-05 fiscal year, and is 21,000

ADA less than the 2005-06 May Revision estimate. For the
budget year, the Administration estimates the total K-12 ADA
to be 6,023,000. This total reflects ADA growth of 13,000 or
0.21 percent over the current year.

Augmentation for Mandated Local Programs

The Administration proposes $133.6 million to fund the
ongoing cost of K-12 and Community College locally mandated
programs. To the extent this funding is insufficient to cover

all eligible claims from local education agencies for the
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year, the State Controller is authorized to prorate payments
proportionately. Additionally, $18.7 million is provided from
the Proposition 98 Reversion Account to fund prior year
mandate claims.

Apportionment Adjustments

For the current year, the Governor’s Budget reflects a decrease
of $252 million General Fund for revised estimates related

to school district and county office of education revenue

limit apportionments. This adjustment is due primarily

to an increase in local revenue estimates of $280 million,
offset by an increase in costs associated with declining
enrollment funding.

For the budget year, the Governor's Budget substantially
increases general-purpose funding for schools by fully funding
statutory growth and COLA. Furthermore, the Governor’s
Budget provides $200 million for school district revenue

limit equalization to partially address disparities in base
general-purpose funding levels. An additional $206 million is
also included to repay over half of the outstanding deficit factor
owed due to reductions made in prior years to revenue limits
and basic aid district categorical funding.

Charter School Categorical Block Grant

Pursuant to Chapter 359, Statutes of 2005, the Governor's
Budget provides nearly $36 million to increase the funding
level of the Charter School Categorical Block Grant.

This amount reflects an increase of over $100 in the base
Block Grant per-pupil amount.

Special Education

The Governer’s Budget provides an additional $156.3 million
General Fund for special education programs. A local property
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tax increase of $17.4 million and an increase of $16 million in
federal funds also are reflected in the Budget. These increases
include $161.6 million for a 5.18 percent COLA and $6.5 million
for growth.

Proposition 98 Reversion Account

The Governor's Budget proposes one-time Proposition 98
Reversion Account funding totaling $213.2 million appropriated
as follows:

o $106.6 million for school facility emergency repairs,
consistent with the Williams agreement.

e $63.7 million for CalWORKSs Stage 3 Child Care.
e $18.7 million for mandates.

. $9.6 million for teacher credentialing.

e $9 million for charter school facilities.

° $3 million for teacher recruitment.

d $1.1 million for school business officer training.
. $1 million for principal training.

i $500,000 for coaches training.

. $39,000 for attendance accounting.

State Department of Education

The State Department of Education administers state and
federal education programs and operates the State Special
Schools and Diagnostic Centers. The Governor’'s Budget
includes $313.3 million ($123.7 million General Fund) for state
operations, which reflects a decrease of $2 million ($3 million
General Fund) below the revised 2005-06 budget and an
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increase of $4.9 million ($1.3 million General Fund) above the
2005 Budget Act. This reflects increases in both 2005-06
and 2006-07.

California Commission on
Teacher Credentialing

The Commission on Teacher Credentialing (CTC)

develops standards for the preparation, certification,

and assessment of K-12 public school teachers, as well as
school administration and service professionals. The CTC
implements these programs through the issuance of teaching
credentials, accreditation of teacher preparation programs,
and development and administration of examinations and
assessments of teacher knowledge and ability.

The CTC's revenues are derived from credentialing and
examination fees paid by K-12 teachers, administrators,

and professional services personnel. The Governor's

Budget includes $51.2 million ($31.8 million Proposition 98
General Fund and $19.4 million other funds), which reflects

an increase of $600,000 above the revised 2005-06 budget,
and a decrease of $2.7 million General Fund and an increase of
$3.4 million other funds compared to the 2005 Budget Act.

Streamlining the Credentialing Process

The current credentialing process is cumbersome and
restrictive, and the school accreditation process does not
clearly reflect the quality of teacher preparation programs.

The Administration proposes to work with the Legislature

to establish a standards-based credentialing system,

and a performance-based accountability system for teacher
preparation programs. The Administration proposes to develop
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a system that supports multiple routes into the profession,
and requires that every teacher demonstrate subject matter
knowledge as well as pedagogical competence through a
streamlined examination process.

Reducing Credential Processing Backlog

In recent years, the CTC has been plagued by a backlog in
credential processing. This backlog has resulted in significant
delays in candidates receiving their credential. Based on the
most recent data, processing time for a credential averages
137 days, which is well beyond the regulatory time limit of
75 days. Delays in processing time result in unnecessary
complications and frustration for prospective teachers and
school districts as they make employment decisions and
process employment-related paperwork.

To remedy this problem, the Administration proposes that the
CTC redirect and reclassify four existing high-level positions
to create seven new technical positions in the Credentialing,
Assignments, and Waivers Division, the unit responsible

for processing credentials, to address the credential
processing backlog. This will bring total staff in the division to
69 positions.

Other Major Budget Adjustments

The Governor’s Budget eliminates the $2.7 million one-time
General Fund provided in the Budget Act of 2005 to help
address the CTC's shortfall in special fund revenues.

For 2006-07, the Test Development and Administration
Account is projected to have a fund balance of $2.6 million,
after providing for a transfer of $139,000 to the Teacher
Credentials Fund. With this transfer, both special funds will
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have sufficient balances to meet anticipated expenditures
without the need for additional General Fund in 2006-07.
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Higher Education

Overview

Recognizing the vital role that California’s public institutions for
higher education serve, the Administration remains committed
to fulfilling the Higher Education Compact that was agreed to
in spring 2004 with both UC and CSU. The Compact provides
a six-year resource plan for the University of California (UC)
and the California State University (CSU) that addresses base
budget allocations, enrollment growth, student fees, and other
key program elements through 2010-11. In exchange for
long-term fiscal stability, UC and CSU committed to improving
or preserving successes in student and institutional outcomes
in numerous program areas including program efficiency,
utilization of systemwide resources, and student-level
outcomes. The 2006-07 Governor's Budget marks the second
year of funding under the Compact.

Given the continued improvement in the state’s economy,
the Governor’s Budget proposes to fully fund the Higher
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Education Compact and to relieve the financial impact of
proposed student fee increases on students and families

by buying out the student fee increases approved by the

UC Regents and the CSU Trustees for the Fall of 2006.
Additionally, the Governor’s Budget continues to make
historic additional investments in the California Community
Colleges (CCC) and significant increases in the Student Aid
Commission (CSAC) budgets to ensure that access to quality

Figure HED-01
Higher Education Funding
Total and General Funds
(Dollars in Millions)

One-Year Change

2004-05 2005-06 2006-07 Amount Percent
University of California’

Total Funds $4,514.7 $4,831.0 $5,080.0 $249.0 5.2%
General Fund $2,698.7 $2,842.4 $3,049.2 $206.8 7.3%
California State University'
Total Funds $3,586.3 $3,848.2 $4,029.3  $181.1 4.7%
General Fund $2,475.8 $2,597.5 $2,7758 $1783  6.9%

Community Colleges
Total Funds $7,300.8 $8,005.3 $8,611.8  $606.5 7.6%
General Fund & P98° $5,033.2 $5,508.0 $6,103.9 $595.9 10.8%

Student Aid Commission

Total Funds $776.5 $838.9 $897.0 $58.1 6.9%

General Fund $595.4 $752.4 $861.6 $109.2 14.5%
Other Higher Education®

Total Funds $301.1 $309.1 $349.8 $40.7 13.2%

General Fund $274.9 $281.7 $322.5 $40.8 14.5%
Total Funds $16,479.4 $17,832.5 $18,967.9 $1,135.4 6.4%
General Fund $11,078.0 $11,982.0 $13,113.0 $1,131.0 9.4%

1 For purposes of this table, expenditures for the UC and CSU have been adjusted to
include the offsetting general-purpose income. This provides consistency in
comparing magnitudes and growth among the various segments of education.

2 For purposes of comparing with UC and CSU General Fund, CCC includes property
tax revenue as a component of the State's obligation under Proposition 98.

3 Other Higher Education includes the California Postsecondary Education
Commission, Hastings College of the Law, and General Obligation Bond Interest,
and Redemptions for UC, CSU, and Hastings.
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higher education and training is available for all qualified
students. As shown in Figure HED-01, the Budget contains
$19 billion total funds and $13.1 billion General Fund for all
segments of Higher Education. These amounts represent a
6.4-percent increase in total funds and a 9.4-percent increase
in General Fund over the revised 2005-06 budget.

Access

Pursuant to the Compact, the Budget includes a 2.5-percent
growth for UC and CSU, providing increases of 5,149 students
for UC and 8,490 students for CSU. Total funded Full-Time
Equivalent Students (FTES) for 2006-07 at UC and CSU are
proposed at 211,255 and 348,262, respectively.

For the CCC, the Budget provides 3-percent growth in credit
and non-credit instruction. This provides an increase of

over 35,000 additional students for a total of approximately
1,203,500 FTES.

Student Fees

When preparing their annual 2006-07 budgets, both the
Regents of the UC and the Trustees of the CSU approved
student fee increases that were consistent with the Compact.
UC proposed to increase undergraduate fees by 8-percent,
graduate fees by 10 percent, and professional school fees

by an average of 5-percent. CSU proposed fee increases

of 8-percent for undergraduates and teacher credential
candidates and 10-percent for other graduate students.

However, given the improved revenue picture, the Governor’s
Budget proposes to buy out the scheduled fee increases

to ease the financial burden on students and their families.
Accordingly, the Budget proposes to backfill the potential loss
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of new fee revenue to the public higher education segments by
including $75 million in additional funding for UC, $54.4 million
for CSU, and $1.4 million for Hastings College of the Law. As a
result of this proposal, student fees in 2006-07 will remain at
the current 2005-06 levels.
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Figure HED-02
Higher Education Fees

2005-06 Fee Comparison (Full-Time Student)

California 1 Other States |
2005-06  2005-06 Total ~ 2006-07  2006-07 Total Average Total HighestTotal Lowest Total
Ed/Reg Fee Fee Ed/Reg Fee Fee Fee Fee Fee
uc’
Undergraduate $6,141 $6,802 $6,141 $6,802 $7,821 $9,213 $6,068
Graduate $6,897 $8,708 $6,897 $8,708 $10,594 $14,271 $8,878
csu®
Undergraduate $2,520 $3,164 $2,520 $3,164 $6,132 $9,221 $3,270
Graduate $3,102 $3,746 $3,102 $3,746 na na na
Teacher Prep. $2,922 $3,566 $2,922 $3,566 na na na
ccee
Lower Division $780 $780 $2,324 $5,283 $896

@ UC's 2006-07 fees are expected to remain at the 2005-06 level due to the buy out of the fee increase adopted by UC proposed by
the Governor's Budget. Thus, the undergraduate education fee will remain at $6,141 ($6,897 for graduate students), which
includes a registration fee of $735, plus an average campus-based fee of $661 for undergraduate students and $1,811 for graduate
students.

b CSU's 2006-07 fees are expected to remain at the 2005-06 level due to the buy out of the fee increase adopted by CSU proposed
by the Governor's Budget. Thus, the undergraduate education fee will remain at $2,520 ($3,102 for non-teacher preparation
graduates and $2,922 for teacher preparation graduates) plus a campus-based fee of $644 for both undergraduate and graduate
students.

© Comparison data for other states reflect 2004-05 data. Fees are $26/credit unit. Example reflects 30 units/academic year.
Individual colleges may charge ot